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I. INTRODUCTION AND OVERVIEW

In this Order, the Public Service Board ("Board") considers a request by Citizens
Communications Company ("Citizens" or the "Company") to increase its retail rates by $10.7
million (or 40 percent), effective for service rendered on or after December 15, 2001. During the
course of this proceeding, Citizens conceded several issues which reduced its request to
29 percent or $7.9 million.1 After considering all the issues raised by Citizens and the Vermont
Department of Public Service ("Department™), we approve aretail rate increase of 17.45 percent
(or approximately $4.8 million), effective for service rendered on or after July 15, 2002.2 In
addition, we approve a service quality plan designed to assure high quality electric service for
Citizens Vermont customers. Finally, today's Order notes that we are deeply troubled by the
continuation of Citizens' significant accounting problems. We hereby put the Company on
notice that we may well reconsider the appropriate trestment of accounts for which even partial
sampling demonstrates unreliability when we review Citizens compliance with the terms of
probation in Docket Nos. 5841/5859.

The rate increase we approve today, while significant, should be viewed in the
appropriate context. From 1993 until today (before this Order), Citizens' resdential customers
average monthly bills increased less than 2 percent (approximately $1 per month); thisis
considerably lower than the 24.43 percent increase in the Consumer Price Index over the same
time period. Even after thisOrder, Citizens residential customers average monthly bills will
have increased approximately 19.6 percent in the last decade (approximately $10.92 per month),
still measurably less than the increase in the Consumer Price Index over the same time period.
In addition, the percent change in Citizens average bills for residential customers over thelast
ten years compares favorably with the 1993-2002 percent changes in the average monthly bills
of Vermont's two largest electric utilities residential customers (approximately 20 percent and
29.5 percent, respectively) and matches the percent changein the state average over the same

time period. Finally, even after the rate increase we approve today, the average monthly bill for

1. Thisamount includes the Company's request for removal of the 5.25 percent return-on-equity penalty imposed
by the Board in Docket Nos. 5841/5859. The Board previously ruled in this Docket that it would not consider
removal of the penalty in this case.

2. These figures may be adjusted slightly to reflect a compliance filing that we require of the Company. We are
providing the parties today, under separate cover, a copy of the Board's detailed reconciliation schedul es.
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Citizens residential customers ($66.79) will still be below the Vermont average ($73.36),
although the Company's residential per kWh rate will be the third highest in the state (which
reflects the facts that Citizens serves customersin avery rural part of the Sate, and that electric
utilities costs per customer tend to be measurably higher in less densely popul ated areas).

The single largest contested issue in this case relates to Citizens' recovery of its costs for
power purchased pursuant to along-term contract with Hydro-Québec.® The Department
recommends that we disallow recovery of $3.8 million of Citizens' costs for this power,
contending that the purchase was imprudent and is uneconomic.# Citizens argues that we are
precluded from considering these recommendations. In today's decision, we:

« Reject Citizens preclusion claims;

« Do not find that Citizens was imprudent in committing to this long-term purchase of
power inthe early 1990's;

« Dofind that the power purchased through the Hydro-Québec Contract will be
uneconomic in the rate year, and that Citizens did not demonstrate offsetting benefits
over thetotal term of the Contract.

Committing to this long-term purchase of power made sensefor Citizensin the early
1990's due to circumstances that distinguish it from other Vermont utilities, including:

«  The nature of the Company's interconnections with the Hydro-Québec and Vermont
transmisson systems;

«  Citizens pressing need for firm basel oad power; and

«  Benefits of the Hydro-Québec Contract power that are specific to Citizens.
Those unique benefits, in combination with other attributes of the Hydro-Québec Contract
power, have significantly increased the value of the power to Citizens and its Vermont
ratepayers. However, even taking these unique benefits into account, the Hydro-Québec
Contract power remains materially more expensive than market power in the expected rate year.
As aresult, we disalow as uneconomic $750,000, which is 50 percent of the above-market

portion of the Company's costs of the Hydro-Québec Contract power.

3. Thiscontract is the Firm Power and Energy Contract between the Vermont Joint Owners and Hydro-Québec,
originally executed in D ecember of 1987 (the "Hydro-Québec Contract").

4. The total value of this proposed adjustment is $3.9 million when one includes working capital and tax effects.
This represents approximately 40 percent of the Department's recommended adjustments for all reasons.
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In Docket Nos. 5841/5859, this Board conduded that the Company's operation of its
Vermont Electric Division had been imprudent due to the Company's "long and persistent record
of misconduct and mismanagement."® In that proceeding our consideration of, and conclusions
regarding, the Company's imprudence did not address whether the Company’'s costs of power
purchased under the long-term contract with Hydro-Québec had been imprudently incurred. In
concluding today that the Company was not imprudent in its purchases of this Hydro-Québec
power, we in no way are modifying our earlier conclusions regarding the Company's imprudence
in other areas.

In fact, today's Order finds that there are still significant problemswith Citizens
accounting practices. For example:

« Citizens own inventory conducted during the course of this proceeding
showed that the Vermont Electric Division's ("VED") General Plant
accounts were overstated by 45 percent;

« Citizensfailed to track the amount of time its salaried employees spent on probation-
related activities, and failed to charge the costs associated with that time to
shareholders rather than to ratepayers;

« Citizensinagppropriately charged the Vermont Electric Division for legal costs
incurred on behalf of the Arizona Electric Division; and

«  Citizensislacking supporting documentation for over $125,000 in expenses related
to the preparation of itslast Integrated Resource Plan.

In Docket Nos. 5841/5859, we found that Citizens' imprudent operation of VED was 0
egregious as to justify revocation of the Company's license to operate asa public utility in
Vermont. However, we refrained from imposing this penalty because we determined that
Citizens had committed to make significant changes to its management practices, and was more
likely to be able to correct the problemsin a cost-effective and expeditious manner than a new
owner.® Instead, we put Citizens on strict "regulatory probation” under the supervision of a
Specia Master (Edwin Norse), and required the Company to perform many actions to improve

its management of VED, including undertaking audits of some of its plant accounts, and making

5. Docket Nos. 5841/5859, Order of 6/16/97 at ii.
6. Docket Nos. 5841/5859, Order of 6/16/97 at iv—v, 282—-284.
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avariety of changes to its accounting practices.” In addition, weimposed areturn-on-equity
penalty of 525 basis points (one-half the rate of return on equity that otherwise would have been
appropriate in that docket, from 10.5 percent to 5.25 percent.)®

Today's Order does not change any of the penalties or requirements we imposed on
Citizens in Docket Nos. 5841/5859; this docket is not the appropriate context to consider any
such modifications. Nevertheless, we are deeply troubled that Citizens' accounting problems are
continuing today, despitethe fact that five years have passed since we originally ordered Citizens
to correct its management of VED. These problems have potentially serious implications for
Citizens compliance with the terms of probation, and wewill consider the gppropriate
consequences for Citizens when we review the Company's probationary status and the
continuation of the 525 basis-point reduction in Citizens' return on equity in Docket Nos.
5841/5859.

In addition, our Order today provides customers with significant benefits through a new
service quality plan for Citizens. We have previously found that benefits to customers of other
electric utilities with smilar plansinclude: (1) more comprehensive service monitoring
practices; (2) supplying public information on the level of service acompany is providing; (3)
the provision of datathat can be used to make comparisons between utilities; (4) the
establishment of a database which can be used to set future, more stringent targets; (5) fee
waivers for missed service appointments; and (6) expected financial penaltiesin the plan to be
adopted after two years.? Asaresult of today's Order, these benefits will now also be provided

to Citizens Vermont customers.

I1I. PROCEDURAL HISTORY

Procedural History
On October 31, 2001, Citizensfiled a petition, prefiled testimony, and revised tariff
sheets with the Board requesting an increase in the retail rates charged by VED in the amount of

7. Docket Nos. 5841/5859, Order of 6/16/97 at 307 (Order Paragraphs 2 and 3); Docket Nos. 5841/5859, Order of
9/15/98 at 62—73 (Order Paragraphs, generally).

8. Docket Nos. 5841/5859, Order of 6/16/97 at 300-301, 304—306.

9. Docket Nos. 6460/6120, Order of 6/26/01 at 45.
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40.02 percent (arevenueincrease of $10,711,972), to take effect on a service-rendered basis
commencing December 15, 2001 (Tariff Filing No. 4652). Citizens further requested that if the
Board were to suspend the rate filing, it grant the Company atemporary rate increase of 16.91
percent (arevenue increase of $4,730,118), effective December 15, 2001, and subject to refund
based on the outcome of the permanent rate increase proceeding.

On November 29, 2001, the Department, pursuant to 30 V.S.A. 8§ 225, informed the
Board that it had reviewed the filing and recommended that it be suspended and investigated.

By Order entered December 5, 2001, the Board suspended the rate filing and scheduled a
prehearing conference and preliminary hearing to deal with the temporary rate request. A
prehearing conference was held on December 19, 2001, and aProcedural Order was issued on
January 9, 2002. A preliminary hearing on the temporary rate request was also held on
December 19, 2001, and on January 16, 2002, the Board issued an Order denying the temporary
rate increase.

The Docket proceeded according to schedule with discovery during the winter and
technical hearings on April 5 through April 11 and May 20 through May 24, 2002. Public
hearings were held on February 19, 2002, in North Hero, Vermont, and on February 20, 2002, in
Newport, Vermont.

During the course of this proceeding, the Board ruled on various objections and other
motions presented by the parties. These rulings need not be restated here, except for the Board's
ruling on one issuethat has had a direct impact on the level of rates that we approve today. Inits
original testimony and tariff schedules Citizens included arequest that the Board remove the
return-on-equity penalty imposed in Docket Nos. 5841/5859. On January 3, 2002, the
Department submitted a Motion in Limine requesting the Board to remove this issue from the
case. On January 14, 2002, Citizens submitted a Memorandum in Opposition to the
Department's Motion, and on January 23, 2002, the Board issued an Order granting the Motion
in Limine and deferring the return-on-equity penalty issue until the probation review that will
take place in Docket Nos. 5841/5859. On March 6, 2002, in response to aMotion for
Clarification filed by Citizens, the Board issued a further Order clarifying that any rate
adjustment associated with the lifting or modification of the return-on-equity penalty will occur

only in the context of arate proceeding.
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III. POSITIONS OF THE PARTIES

Citizens

Citizens origind filing requested a 40.02 percent increase in rates, equivaent to
$10,711,972 in incremental revenues. During the course of the current proceeding, the Company
conceded several issues that, together, modified its requested increase to $7,890,525 (equivalent
to a29.09 percent increase). Citizens claimsthat VED's current revenues fail to cover its cash
operating expenses, forcing Citizens' profitable units to provide funding for VED's capital
expenditures, operations and maintenance costs, and not allowing for any return on
investment.10

A significant portion of therequested rateincrease is due to increased power purchase
costs pursuant to along-term power contract with Hydro-Québec. The Company asserts that in
1991, when the contract was signed, it was neither physically feasible due to transmission
constraints, nor economic, for VED to purchase its basd oad power needs from domegtic
resources.!! Further, the Company argues that the ongoing relationship with Hydro-Québec
offers unique benefits to Citizens, including the availability of secondary products, wheeling
revenues, avoided costs and environmental benefits. Accordingly, Citizens argues that al of the

costs associated with this power contract should be recovered in rates.

The Department

The Department is recommending Citizens be granted a rate increase of no more than
3.39 percent (equivalent to a $932,072 increase in revenues). The Department contends that in
the spring and summer of 1991, Citizens failed to adequately monitor changing market
conditions, failed to investigate alternative resources for its power needs, and ultimately failed to
do the analysis which would have resulted in a decision not to lock into the long-term power
contract with Hydro-Québec.12 According to the Department, these mistakes resulted in

Citizens imprudent decision to lock into that contract. Thus, the Department contends there

10. McCarthy pf. at 14.
11. Citizens Brief at 8.
12. Department Brief at 3-5.
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should be afull disallowance of the imprudent portion of the contract's power costs, equivalent
to $3.8 million.

In addition to the imprudence disalowance, the Department contends that power costs
must be adjusted for the above-market cost of power purchased pursuant to the long-term
contract with Hydro-Québec. According to the Department witnesses, the rate year cost of
replacement power for this contract would be significantly lower than the cost of power
purchased under the contract.13 Traditional ratemaking suggests that these uneconomic costs be
shared between ratepayers and equity holders.

The Department is also contesting a number of other itemsin Citizens' proposed cost of
service, the most significant of which are legal, regulatory and consultant expenses, and the

treatment of PCB clean-up costs.

Disputed Adjustments

The table on the following page summarizes the disputed adjustments we resolve in this
Order:

13. Chernick pf. at 9, 47.
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Impact of Disputed Adjustments on Citizens' Proposed Cost of Service
Using Current Base Revenues of $27,367,149 and Revenue/Tax Conversion Factor of 1.735716
% of
Cost of Current Rate Basel® % of Current
Section Service Base Component Total Base
No.14 Adjustment Description Disputed $ Revenues Disputed$ Disputed $ Revenues
v I ssues Associated with the Hydro-
Québec Contract (3,800,000) 13.89% (3,800,000) 13.89%
V.D Depreciation Expense (77,360) 0.28% (77,360) 0.28%
VI. DSM and ACE (45,692) 0.17% (20,382) (66,074) 0.24%
VII.A IRP Costs (25,302) 0.09% (11,287) (36,589) 0.13%
VII.B PCB Costs (187,458) 0.68% 16,026 (171,432) 0.63%
VII.C Hydro-Québec Arbitration Costs (56,744) 0.21% (50,624) (107,368) 0.39%
VIIL.D &
VII.E Docket Nos. 6332 and 6596 Costs (67,950) 0.25% (67,950) 0.25%
VII.F 1999 Storm Costs (101,294) 0.37% (45,185) (146,479) 0.54%
VIII.A Reserve for Storm Costs (10,000) 0.04% 558 (9,442) 0.03%
VIII.B Legal, Regulatory and Consultant
Costs (166,051) 0.61% (166,051) 0.61%
VIII.C Probation Payroll Costs (53,453) 0.19% (53,453) 0.19%
VIII.D Test-Year Revenues (386,612) 1.41% (386,612) 1.41%
Tax Effect of Items Labeled
Abovel6 (2,911,876)  10.64% (2,911,876) 10.64%
Total ($7,889,792) 28.70% ($110,894) ($8,000,686) 29.23%
Other Rate Base Adjustments 1.46%
Total 30.69%

14. This column refers to the section in this Order where we discuss the disputed adjustment.

15. This column includes the effect on Citizens' cost of service of the rate base component associated with this
item. Most of the items with arate base component are deferred costs which the Company is recovering over a
number of years. The unrecovered portion of the costs may or may not be included in rate base; the Company earns a
return on the costs if they areincluded in rate base.

16. Thisisnot adecisional item. Rather, itis a calculated item that results directly from the parties' other
contested items.
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IV. ISSUES ASSOCIATED WITH THE HYDRO-QUEBEC CONTRACT
A. Background

Findings
1. In December of 1987, the Vermont Joint Owners and Hydro-Québec executed the
Hydro-Québec Contract by which the Vermont Joint Owners purchased along-term supply of

firm power and energy. Citizens was not one of the Vermont Joint Owners and was not a party
to the Hydro-Québec Contract.1” Subsequently, the Vermont Joint Owners made their purchase
of power under the Hydro-Québec Contract available to other Vermont utilities through the
Hydro-Québec Participation Agreement Amended and Restated as of August 31, 1988
("Participation Agreement™). Citizensis one of the signatories ("Participants') of the
Participation Agreement. Exh. CCC-20; exh. CCC-21.

2. The Vermont Joint Owners and Hydro-Québec executed a Waiver and Release on
April 30, 1991. Exh. CCC-JEM-1 (the "Waiver and Release").

3. The Waiver and Release provided that the Vermont Joint Owners and Hydro-Québec
mutually agreed to extend from April 30, 1991, until December 1, 1991, their respective rights
under the Hydro-Québec Contract to walk away from the Contract without penalty. Exh.
CCC-JEM-1.

4. On August 29, 1991, the Vermont Joint Owners and Hydro-Québec exchanged letters
that terminated the Waiver and Release, and thus had the effect of "locking-in" the Hydro-
Québec Contract. McNeil reb. pf. at 2, 4-7; tr. 5/24/02 at 34-35, 72—73, 8687 (McNail).

B. Motion to Strike
On April 1, 2002, Citizens filed Objections to and Motion to Strike Testimony Related to
Hydro-Québec ("Mation to Strike"). Initsfiling, Citizens sought to bar the Department from

presenting testimony on (&) the prudence of the Hydro-Québec Contract, (b) the economic

usefulness of the Hydro-Québec Contract, and (c) whether environmental credits should be

17. At that time, the Vermont Joint Owners were: Allied Power and Light Company; City of Burlington Electric
Department; Central Vermont Public Service Corporation ("CVPS"); Franklin Electric Light Company, Inc.; Green
Mountain Power Corporation ("GMP"); Village of Johnson Electric Light Department; Rochester Electric Light &
Power Company; Vermont Electric Generation & Transmission Cooperative, Inc.; and V ermont Public Power Supply
Authority. Exh. CCC-20.
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attributed to the Hydro-Québec Contract. Citizens contends that such testimony is barred under
the doctrines of collaterd estoppe and laches.18

Citizens contends, first, that its prudence as a Participant (rather than as one of the
Vermont Joint Owners) has been previously established by the Board, and that collateral
estoppel barsrelitigation of its prudence. In particular, Citizens asserts that in Docket No. 5330,
the Board conditionally approved the Participation Agreement, requiring each Participant to
justify its respective allocation of the Hydro-Québec Contract power. Then, according to
Citizens, in Docket No. 5330-A the Board "gave final and unconditional gpproval to Citizens
allocations under the Participation Agreement."1® Furthermore, Citizens asserts, in the Order in
Docket No. 5330-A, issued in February 1992, "the Board expressly determined that Citizens
allocation of [Hydro-Québec Contract] energy and power was economic, particularly in
comparison to alternative resources, and beneficial to its ratepayers and to the State of
Vermont."20

As an additional basisfor itsassertion that the prudence and economic usefulness of its
Hydro-Québec Contract power cannot be relitigated, Citizens points to rate proceedings that
occurred subsequent to the Board's approva of the Participation Agreement. Citizens clams
that in those rate proceedings, the Department did not challenge the Company's recovery of
Hydro-Québec Contract power costs, and the Board found as just and reasonabl e rates that
reflected Citizens' Hydro-Québec Contract costs. Consequently, the Company claims that
relitigation of its recovery of Hydro-Québec Contract costs is barred by the doctrine of collateral
estoppel, and that because the Department has waited so long to challenge Hydro-Québec
Contract cost recovery, its challenge should be barred under the doctrine of laches.

Inits Motion to Strike, Citizens next claims that the Board has previously recognized that
the Hydro-Québec Contract has environmental benefits, not only in the Board's initial approval
of the Contract (Docket No. 5330) but also in more recent rate proceedings involving Green
Mountain Power Corporation (Docket Nos. 5983 and 6107) and Central Vermont Public Service

18. Because there was insufficient time to resolve the issues presented in the Company's Motion to Strike prior to
the start of evidentiary hearings (which began on April 5), we took the motion under advisement, to be resolved after
the hearings. W e thus review and rule upon the motion in today's Order.

19. Citizens Motion to Strike at 6.

20. Citizens Motion to Strike at 6-8.
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Corporation (Docket Nos. 6120/6460). Citizens contends that as a consequence of these prior
determinations, the Department and Board should be estopped from revisiting the issue of the
environmental benefits of the Hydro-Québec Contract.

Finally, in its Motion to Strike Citizens asserts that the Department's claim that the
Company's Hydro-Québec Contract power purchases are not economically useful is based on
essentidly the same test that the Board rejected in a 1994 CV PS rate proceeding (Docket Nos.
5701/5724). Citizens contends that while the Board has more recently accepted the
Department's claim that Hydro-Québec Contract power fails atest of economic usefulness, the
Vermont Supreme Court has determined that there is no meaningful difference between the
Department's current articulation of its economic usefulness test and the version rejected by the
Board in 1994. See In re Tariff Filing of Central Vermont Public Service Corporation, 769 A.2d
668, 683—687 (Vt. 2001). Citizens asserts that because the Board has previously rejected the
Department's test of economic usefulness, both the Department and the Board are precluded
from applying that test in the current proceeding.

On April 18, 2002, the Department filed a Reply in Opposition to Citizens Motion to
Strike. The Department contends that prudence of Citizens Hydro-Québec Contract purchases
has not previously been litigated or decided. More specifically, the Department argues that the
Section 248 proceedings cited by Citizens all predated August 28, 1991, which is the date on
which the Department contends the Vermont utilities acted imprudently in "locking in" the
Hydro-Québec Contract.21 The Department further contends that there was an agency
relationship between the Vermont Joint Owners and the Participants, such that any imprudence
by the Vermont Joint Owners can be attributable to Citizens.

As for the Company's claim that the economic usefulness of its Hydro-Québec Contract
purchases cannot be litigated in the current proceeding, the Department asserts that the Vermont
Supreme Court's decision in In re CVPS does not amount to a wholesale rejection of the
Department's economic usefulness test. Instead, according to the Department, the Court only
addressed whether a prior Board ruling on the used-and-usefulness of CVPS's Hydro-Québec

21. The Department notes that the Board has previously stated that the evidence presented in Docket No. 5330-A
(in which the Board's Order was issued on February 12, 1992) was outdated. The Department, citing the Board Order
in Docket No. 5983, asserts that had any Vermont Joint Owner or Participant submitted current information, the
result of Docket No. 5330-A may have been different.
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Contract costs precluded further litigation of that issue in a subsequent rate case. Thus, the
Department contends, the Vermont Supreme Court decision only addressed whether the
economic usefulness of CVPS's Hydro-Québec Contract costs could be relitigated.

The Department al so opposes Citizens' attempted application of "nonmutual offensive
collateral estoppel” against state agencies. The Department points out that the Vermont Supreme
Court has noted with approval the United States Supreme Court's decisions on the use of
defensive and offensive collateral estoppel in private, civil litigation. But, the Department
observes, there appears to be no law in Vermont on the use of nonmutual offensive collateral
estoppel against a state agency. The Department asserts that the United States Supreme Court
has concluded that the doctrine should not be asserted against the federal government, for
reasons of public policy. The Department contends that the same policy reasons apply here.

The Department next disputes the Company's claim that the environmental benefits of the
Hydro-Québec Contract cannot be litigated. While acknowledging that the Board has previoudy
determined that the Contract does have some environmental benefits, the Department asserts that
the Board has never quantified those benefits, and that it is Citizens itself that in its testimony
has raised the issue of that quantification.

The Department also contends that, even if the elements of collateral estoppel were
satisfied, the Board can and should decline to apply estoppel for policy and practical reasons.
The Department asserts that failure to consider the prudence of Citizens Hydro-Québec Contract
purchases may result in the Company's Vermont ratepayers paying millions of dollars of
imprudent costs, which would contravene public policy. Insead, according to the Department,
Citizens shareholders should bear such costs, as they have accepted the risk of disallowance of
imprudently incurred costs.

Finally, the Department argues that laches does not bar consideration of the Company's
Hydro-Québec Contract costs. The Department contends that the equitable defense of lachesis
unavailable to Citizens because Citizens itself has created the problem that it claims to justify the
application of laches: the Company's asserted inability to defend its actions due to management
turnover in the time that has ensued since the allegedly imprudent action. The Department
asserts that it was unreasonable for Citizens not to expect aprudence review at some time during

the 30-year term of the Hydro-Québec Contract, and that the Company should have taken steps
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to protect against institutional memory drain, including documenting the prudence and used-and-
usefulness of its decisions. According to the Department, in light of the Company's failure to
take such steps, the equities point squarely to the Company, not its ratepayers, as the party that
must bear the consequences of that failure.

The Department also contends that Citizens' laches argument amounts to no more than
the res judicata arguments that CVPS and GMP have previously raised, and the Board and
Vermont Supreme Court have previously regjected. The Department points to Board and
Supreme Court precedent to support its position that the Department has discretion to select the
timing and the proceeding for chalenging a particular utility cost.

On May 7, 2002, Citizensfiled a Reply to the Department's Opposition. In its Reply, the
Company renews its argument that laches applies, because the Department should have
challenged the Hydro-Québec Contract costs in the four prior Citizens rate casesif the
Department believed those costs were not just and reasonabl e.

The Company continues to assert that collateral estoppel applies, because its Hydro-
Québec Contract costs have been included in approved rates four times subsequent to the "lock-
in." Citizens further contends that the fact that its other regulaory approvas were issued prior to
the lock-in is of no import, because Citizens as a Participant (and not a Vermont Joint Owner)
could not have prevented the lock-in.22

Citizens disputes the Department's claim that the imprudence of the Vermont Joint
Owners should be imputed to Citizens. According to the Company, the lock-in decision was
outside the scope of the Vermont Joint Owners agency relationship with Citizens and the other
Participants. The Company also contests the Department's clam that Citizens imprudently
failed to at least attempt to influence the lock-in decision. The Company asserts that any such
attempt would have been futile, and that it is pure speculation to point to this alleged failure as
the proximate cause of the allegedly excess costs of Hydro-Québec Contract power.

Citizens next contendsthat the Department has already had its full and fair opportunity to
liti gate the appropriateness of its economic used-and-useful test, and is bound by the Board's
rejection of the test in the 1994 CVPS rate case (Docket Nos. 5701/5724). The Company asserts

22. The Company also argues that any contention that it was imprudent for entering into the Participation
Agreement is not before the Board and, anyway, is barred.
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that the subsequent VVermont Supreme Court preclusion decision "had to do with the rejection of
the test itself,"23 and was not limited to the specifics of the CVPS rate proceeding. The
Company further argues that the Vermont Supreme Court has held that collaterd estoppel can be
applied against the government, and that it has fully recognized nonmutual offensive collateral
estoppel. Citizens asserts that the Department is misguided for relying on the public policy
reasons articulated by the United States Supreme Court for not applying nonmutual offensive
collateral estoppel to the federal government; citing precedent from other states and the Second
Circuit, the Company contends that those policy reasons do not apply to the Department.

Citizens argues that public policy considerations support the application of preclusion
doctrines, because the Department has previously litigated, or had the opportunity to litigate, the
issues related to recovery of Hydro-Québec Contract power costs, and because continued
relitigation of these issues will have adverse consequences for the financial health of Vermont's
utility industry.

Discussion
Citizens' precluson arguments can be summarized as follows:

« Thedoctrine of collateral estoppel bars litigation of the prudence of
Citizens Hydro-Québec Contract costs because that issue has previously
been litigated in Section 248 proceedings,

« Thedoctrine of collateral estoppel bars litigation of the prudence of Citizens Hydro-
Québec Contract costs because that i ssue has previously been determined through
theinclusion of the costsin prior approved rates;

« Thedoctrine of collateral estoppel bars litigation of whether the Hydro-Québec
Contract has environmental benefits because the Board has previously decided that
ISsue;

« Thedoctrine of collaterd estoppd precludes the Department's proposed economic
used-and-useful test because that test has previously been rejected by the Board,;

«  The Department could have and should have raised its challenge to Citizens Hydro-
Québec Contract costsin a prior rate proceeding, and is barred from doing so here by
the doctrine of laches.

We will first address the Company's collateral estoppel claims, and then its laches argument.

23. Citizens Reply at 5.
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1. Collateral Estoppel

The Vermont Supreme Court has explained that the doctrine of collaeral esoppel:

bars therelitigation of an issue, rather than a clam, that was actually
litigated by the parties and decided in aprior case. The dements of
collateral estoppel are: (1) predlusion is asserted against one who was a
party in the prior action; (2) the same issuewas raised in the prior action;
(3) the issue was resolved by afinal judgment on the merits; (4) there
was afull and fair opportunity to litigate the issue in the prior action;
and (5) applying preclusion isfair.

InreCVPS, 769 A.2d at 673 (citations omitted).

a. Collateral Estoppel and Prudence

We have reviewed the prior Section 248 proceedings and rate cases cited by Citizens, and
conclude that the prudence of Citizens' Hydro-Québec Contract purchases was not raised,

considered, or determined in any of the cases, as we further discussin the following sections.

i. Section 248 Proceedings
Aswe stated in Docket No. 5983, our Section 248 approval of the Hydro-Québec
Contract did not include a review of the prudence of the Contract.

In the Docket 5330 § 248 review, we considered whether the Contract
should be gpproved, not as a general matter, but under specific
enumerated criteria. These criteria— including section 248(b)(2) and
(b)(4) — do not mandate a prudencereview. A § 248 review is
concerned with certification of apotentid obligation that a utility will
undertake. It neither directs the utility to choose to undertake the
obligation, nor does the Board assume any manageria status by virtue of
having issued a CPG.

A prudence review, on the other hand, determines whether a utility's
management decisions, based upon what it knew or should have known,
were reasonablein light of all the crcumstances that existed at the time
the actions in question were taken. If the Company was aware of, or
should have been aware of, materia information that was not disclosed
to the Board, or if prudent managers should have considered relevant
matters outside the scope of section 248, it is obvious that a section 248
approvd cannot substitute for a prudence determination. Moreover, it
does not supplant the responsibility that management has to respond to
changing circumstances even ater a section 248 goproval is granted: a
utility's obligations include continued monitoring, review, and
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assessment of participation in power projects, and, this continuing
review and assessment process needs to be documented "so that its
prudence can be evaluated when challenged.”

In this Docket [No. 5983] parties have challenged the prudence of
GMP's negotiation and structuring of the Contract. Those parties also
have focused upon the prudence of GMP's contract management
throughout 1991, including the decision to lock-in. Although much of
the evidence in Docket 5330 may be relevant to a prudence review of the
Contract, we did not review the prudence of the Contract when
conducting the 5330 proceeding.24

For these same reasons, the Board's review and gpproval of the Participation Agreement in
Docket No. 5330 did not include any review or determination of the prudence of that Agreement.
Similarly, our review in Docket No. 5331, in which the Board approved Citizens
proposed construction of transmission facilities designed to facilitate delivery of power under the

Hydro-Québec Contract and the Participation Agreement, did not involve any review of the
prudence of Citizens purchase of that power. Instead, Docket No. 5331 focused on whether the
proposed transmission facilities satisfied the criteriaof 30 V.S.A. § 248.

More fundamentally, as we aso noted in Docket No. 5983, the evidentiary proceedings
in Docket No. 5330 concluded more than one year before the August 1991 lock-in. The sameis
true for Docket No. 5331. Thus, the prudence of the early lock-in could not have been decided
in those proceedings.

While the Order in Docket No. 5330-A was issued after the lock-in, the hearings in that
proceeding were completed more than five months prior to the lock-in, and the lock-in was not
litigated or reviewed. Instead, that proceeding reviewed only the Participant shares of the
Hydro-Québec Contract power. Indeed, Docket No. 5330-A was opened specifically as a
"compliance docket, for purposes of considering whether any Participation Agreement
entitlements should be reallocated as contemplated by Condition No. 7 [of the Board's Order in
Docket No. 5330]."2° Furthermore, Docket No. 5330-A focused on only one of the Section 248

24. Docket No. 5983, Order of 2/27/98, at 14-15 (footnotes omitted).

25. Docket No. 5330-A, Order of 2/12/92, at 5; see also id. at 10, 14-15. Condition No. 7 was included in the
Board's Order of October 12, 1990, in Docket No. 5330, and was amended by Order of January 7, 1991, in that same
Docket. Asamended, Condition No. 7 provided:

Within sixty days all parties to the Participation Agreement shall file statements of their positions
(continued...)
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criteria, Section 248(b)(2), given that the Board had concluded in Docket No. 5330 that the
proposed allocations of Hydro-Québec Contract power were consistent with all other Section
248 criteria2® Section 248(b)(2) addresses only whether the proposed resource:

isrequired to meet the need for present and future demand for service
which could not otherwise be provided in amore cost effective manner
through energy conservation programs and measures and energy-
efficiency and load management measures. . . .

Consequently, the issues considered in Docket No. 5330-A and the prudence issues that the
Department has raised in the present proceeding are not the same, and Docket No. 5330-A does
not preclude consideration of those prudence issues in this proceeding.

For these reasons, we conclude that the prudence of Citizens Hydro-Québec Contract

purchases was not previously determined in the Section 248 proceedings.

ii. Prior Rate Cases
We likewise rgject the Company's claim that its Hydro-Québec Contract costs have
already been determined to be prudent because they have been included in rates that the Board
found to be just and reasonable. The prudence of Citizens Hydro-Québec Contract costs has not
been explicitly litigated in any of Citizens prior rate cases. Nonetheless, the Company contends
that by allowing its Hydro-Québec Contract costs to be recovered in rates, the Board has tacitly
found those costs to be prudently incurred. This argument has been addressed and rejected by

25. (...continued)
as to whether re-allocations among Vermont utilities of purchases under the [Hydro-Québec]
Contract are desirable. Such statement shall include prefiled testimony and exhibits demonstrating
that the preferred all ocations promote the general good of Vermont in accordance with the criteria
and requirements of Section 248 of Title 30, Vermont Statutes Annotated. All parties wishing to
comment upon those statements shall do so within thirty days thereafter. Each party shall propose
a schedule for hearings and briefs upon this question at the time of its filing. In such proceedings,
each Participant (except Burlington Electric Department and Central Vermont Public Service
Corporation) shall submit additional justification on how their respective allocations of Contract
power under the Participation Agreement meet the present and future need for service that could
not otherwise be met more cost-effectively through energy conservation, energy efficiency and
load management measures. |If the Board determines that any such Participant isentitled under the
Participation Agreement to power that exceeds such demand for service such Participant shall offer
to sell to Hydro-Québec or other parties an amount of power (and associated energy) equal to such
€XCEesS.

26. Docket No. 5330-A, Order of 2/12/92, at 9-15.
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the Board in other proceedings — Docket No. 598327 and Docket No. 601828 — and does not
require extensive additional discussion here. Aswe noted in those other proceedings, for
collateral estoppel to apply, the issue being estopped must have been actually litigated and
decided in a prior proceeding. The prior inclusion of Hydro-Québec Contract costs in Citizens
rates, without any actual review of the prudence of those costs, was the result of the presumption
enjoyed by a utility that its expenditures are prudent. An unchalenged presumption of prudence
does not satisfy the "actually litigated and decided" requirement of collateral estoppel.

Furthermore, Citizens position that the litigation of the prudence of its Hydro-Québec
Contract costs is precluded because those costs have been reflected in prior rates would present
significant practical difficultiesin the administration of rate cases, for reasons that both this
Board and the Vermont Supreme Court have noted.

A regulated utility's rates contain thousands of cost items. It would be an
overly burdensome task for litigants and the Board to be required to
make an afirmative determination about every possible relevant variable
which might have an impact upon the cost of service, particularly within
the seven months prescribed by 30 V.S.A. § 227(a). Therefore, to
reasonably manage the ratemaking process, we rely upon the use of
evidentiary presumptions to facilitate reaching a conclusion about the
overall justness and reasonableness of rates without requiring an
exhaustive review of hundreds or thousands of detailed cost of service
itemsin every rate case; according to Board practice, in each rate case, a
utility's filing receives the benefit of a rebuttable presumption that
"expenditures claimed to support the rates were reasonable and prudent.”
Rate proceedings then focus on those aspects of afiling that parties
choose to examine and present to the Board. Unless a party brings forth
evidence challenging the reasonableness of a particular cost item, these
working presumptions operate to allow the inclusion of those costsin
rates, without requiring the Board to resolve the issue through an
affirmative judgment on the merits.

Inre CVPS, 769 A.2d at 688 (quoting with approval from the Board's order that was under
appeal) 29

27. Docket No. 5983, Order of 2/27/98, at 18-19.

28. Docket No. 6018, Order of 4/17/98, at 24-31.

29. Although the quoted language was specifically addressing the question of whether claim preclusion applied to
rate cases, the same policy considerations apply here.
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iii. Conclusion re Collateral Estoppel and Prudence
Because the prudence of the Company's Hydro-Québec Contract purchases has not been
previously litigated or decided, the second required element for collateral estoppel to apply has
not been met. Consequently, collateral estoppel does not bar consideration of the prudence of

Citizens Hydro-Québec Contract purchases.

b. Collateral Estoppel and Environmental Benefits of Hydro-Québec Contract

Power

We read the Department's response to Citizens Motion to Strike to concede that the issue
of whether the Hydro-Québec Contract has environmental benefits has previously been litigated
and decided. (Specifically, the Department states, "whileit is correct that the Board has found in
the abstract that there are some environmental benefits, the question of their value is entirely
open."39) Accordingly, we conclude that the Department is precluded from challenging whether
the Hydro-Québec Contract has environmenta benefits.31 However, the Department correctly
notes that the Board has never specifically quantified the appropriate val uation of those benefits,
and that the Company itself has raised that valuation issue. Thus, the appropriate quantification
of the environmental benefits of the Hydro-Québec Contract remains at i ssuein this proceeding.

Because we find the Department's testimony on the environmenta benefits of the Hydro-
Québec Contract to be relevant to the valuation of those benefits, we allow the testimony to

remain in the record.

c. Collateral Estoppel and Economic Usefulness

We conclude that the issue of the economic usefulness of Citizens Hydro-Québec
Contract power purchasesis not precluded by the doctrine of collaterd estoppd for the Smple
reason that the issue has never been litigated. Citizens attemptsto rely on the Board's rejection
in 1994 of a Department proposal to disdlow a portion of CVPS's above-market power costs,
including Hydro-Québec Contract costs. For collaterd estoppel to apply, as noted above, the

30. Department Reply at 12 (emphasisin original).
31. Evenif the issue were not precluded, we would continue to conclude that the Contract has environmental
benefits. See Docket No. 6460, Order of 6/26/01 at 26; Docket No. 6107, Order of 1/23/01 at 43—45 and finding 45.



Docket No. 6596 Page 22

same issue must have been previoudly litigated and decided. While the test that the Department
seeks to goply in the current proceeding to determine the economic usefulness of Citizens
Hydro-Québec Contract purchases may be similar to, or even the same as, that which it proposed
in the 1994 CVPS rate case, in that case the Department was applying its test to CVPS's total
power portfolio (including Hydro-Québec Contract power). Here, the Department seeks to apply
its economic usefulness test to Citizens Hydro-Québec Contract purchases.

Elsewherein its pleadings, the Company seeks to distinguish its situation from that of
CVPS or GMP on the basis that Citizens was not a Vermont Joint Owner and that its power
needs differed from CVPS's and GMP's needs. We agree with Citizens that our determination of
the recoverability of its Hydro-Québec Contract costs must be based on its circumstances, not
those of CVPS or GMP. Conseguently, whether Citizens' Hydro-Québec Contract costs are
uneconomic, and if so whether any such uneconomic costs should be disallowed, are issues that
were not decided in CVPS's 1994 rate case, and thus are issues that are not precluded by the
doctrine of collateral estoppel .32

2. Laches

Lachesisthe failure to assert aright for an unreasonable and
unexplained period of time when the delay has been prejudicia to the
adverse party, rendering it inequitable to enforce the right.

Stamato v. Quazzo, 139 Vt. 155, 157 (1980). While we acknowledge the Company's claim that
astime passes, it can become more difficult to reconstruct its past actions and decisions, we
conclude that laches does not bar consideration of the prudence issues in the current proceeding.
It has been well-settled law in Vermont, from prior to the Company's entering into the
Participation Agreement, that rate-case issues can be deferred to future proceedings. In re Green
Mountain Power Corporation, 147 V't 509, 516 (1986). Furthermore, utilities have an obligation

to document their decisions that affect ratepayers, so that those decisions can later be reviewed

32. Had we determined that the economic usefulness issue in the current proceeding was the same as had been
decided in the 1994 CVPS case, we would then have needed to address whether nonetheless collateral estoppel
should not be applied because (a) the claims in the two cases are substantially unrelated or (b) a new determination is
warranted in light of an intervening change in the applicable law or to avoid inequitable administration of the law. In
re CVPS, 769 A.2d at 686.
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by regulatory authorities.33 Under these circumstances, if Citizens failed to document the basis
for its decisions and actions that resulted in its obligation to purchase Hydro-Québec Contract
power — the cost of which it knew it would seek to recover from ratepayers — then Citizens
acted unreasonably. Asthe Department correctly asserts, any prejudice to the Company is,
consequently, the result of the Company's own failures. Thereisno inequity in allowing the
Department to press its prudence arguments in the present proceeding.

Additionally, to allow Citizens to assert its laches defense would result in the same,
serious practical difficulties, quoted above, that the Board and the Vermont Supreme Court have
found would ensue from allowing other estoppel arguments. Thus, the Company's assertion of
laches is incompatible with the practical administration of Vermont's seven-month rate

proceedings. For this additional reason wereject the Company's laches claim.

3. Conclusion re Motion to Strike

For the reasons set forth above, the Company's Objections to and Motion to Strike
Testimony Related to Hydro-Québec are overruled and denied.

C. Prudence of Citizens' Hydro-Québec Contract Costs
Findings
Citizens Past Relationship with Hydro-Québec
5. Asof 1991, Citizens had been purchasing power from Hydro-Québec or its predecessor

for at least 65 years. During the course of its long relationship with Hydro-Québec, Citizens was
supplied with essentially firm power a low prices that kept its rates among the lowest in New
England. Docket No. 5331, Order of 10/12/90 at finding 18; Hieber pf. at 3, 5.

6. Citizens had accepted five-year contracts with Hydro-Québec because they were offered
at extremdy attractive prices over a 65-year period. The last of these contracts was to expire in
1990. Hieber pf. at 4; tr. 4/8/02 at 101 (Hieber).

7. Inthe mid to late 1980's, Citizens relationship with Hydro-Québec changed because:

(1) transmission capacity was installed at Highgate, enabling the other Vermont utilities to buy

33. Docket No. 5132, Order of 5/15/87 at 97.
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power from Hydro-Québec; (2) Hydro-Québec was seeking to enter new long-term firm
contracts that would have priority over delivery to Citizens and that would establish a base price
for any new contract with Citizens; (3) Hydro-Québec had encountered poor water conditions
that would degrade the quality of the type of power that Citizens was buying from Hydro-
Québec, i.e., non-firm power, and Citizens had already begun to experience moreinterruptions;
(4) Hydro-Québec officials told Citizens that it would no longer receive favorable treatment, and
that the best deal that Hydro-Québec could offer to Citizens would be through the Hydro-Québec
Contract. Hieber pf. at 6-8.

8. Dueto Citizens' long-term relationship with Hydro-Québec, VED, unlike GMP and
CVPS, did not have alternative basel oad power supply resources such as the Vermont Y ankee
nuclear power station. Hieber pf. at 8.

9. The Hydro-Québec Contract provides substantial non-price benefits to Citizens, several
of which were unique to Citizens. The Company's management took these additiond benefits
into consideration during the period leading up to the lock-in. Findings 30-37, below; Hieber
reb. pf. at 4-11.

Citizens Interconnection with Hydro-Québec

10. Citizens transmission system has been physically tied to Hydro-Québec's system at the
Stanstead, Québec substation for over 50 years. The bulk of Citizens' system is synchronous
with Hydro-Québec's system and operates as aradial extension of the Hydro-Québec system.
Hieber pf. at 9.

11. Citizens unique interconnection with Hydro-Québec's system is asynchronous of the
Vermont Electric Power Company, Inc. ("VELCO") system, and the actual energy purchased by
Citizens, regardless of the source to meet its capability responsibility, has typically been supplied
by Hydro-Québec. Citizens has also needed to maintain a transmission system capable of
supplying safe, reliable and economic power to its customers and to the utilities which have
relied on Citizens for transmission services. Thus, Citizens transmission system has had to be
independent of VELCO's system and capable of supplying Citizens' full areaload from Hydro-
Québec. Hieber pf. at 9; Docket No. 5331, Order of 10/12/90 at findings 19, 32.
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Citizens' Interconnection with VELCO

12. Because Hydro-Québec's sysem is asynchronous with VELCO's system, Citizens must
electrically separate a block load from Citizens system in order to interconnect it with VELCO.
This processisreferred to as "block loading.” Docket No. 5331, Order of 10/12/90 at finding 5.

13. Block loading provides advantages to VED compared to atie through an AC-DC-AC
converter, including cost savings in excess of $4 million per year as of 1990, even though block
loading precludes networking the Hydro-Québec and VELCO systems. Docket No. 5331, Order
of 10/12/90 at finding 8.

Citizens 120 kV Transmission Upgrade
14. In 1989, Citizensfiled a petition with the Board seeking approval to upgrade to 120 kV

approximately 32.5 miles of 46 kV transmission facilities from Derby Line to Richford (the
"120 kV upgrade"). Docket No. 5331, Order of 10/12/90 at 3 and findings 9, 11.

15. Asof 1990, Citizens existing 46 kV transmission system between Derby Line and
Richford was approximately 65 years old. Docket No. 5331, Order of 10/12/90 at finding 33.

16. To continue to operate its system at 46 kV in lieu of upgrading it to 120 kV, Citizens
would have had to make a significant investment in the 46 kV transmission system at a cost in
excess of the 120 kV upgrade. Docket No. 5331, Order of 10/12/90 at finding 35.

17. Additionally, the upgrade to 120 kV was expected to significantly reduceline losses at a
savings of approximately $762,000 per year at the 1992 Hydro-Québec Contract pricing. Docket
No. 5331, Order of 10/12/90 at findings 34, 35.

18. The 120 kV upgrade was further expected to increase the reliability, stability and
efficiency of Citizens power system and enable other Vermont utilities to import Canadian
power. Docket No. 5331, Order of 10/12/90 at finding 14.

19. Citizens signed a Block Loading Facilities Transmission Agreement with six other
Vermont utilities to provide transmission capacity for approximately 25 megawatts of power and
energy purchased by the Vermont Joint Owners from Hydro-Québec through the year 2015.
Through that Agreement, Vermont utilities would make payments to Citizens, which would
mitigate the cost to VED ratepayers of the 120 kV transmission upgrade. Docket No. 5331,
Order of 10/12/90 at findings 27, 29.
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20. The Board approved Citizens proposed 120 kV upgrade. Docket No. 5331, Order of
10/12/90.

Transmission Constraints

21. In 1991, VELCO could serve Citizens entire load only temporarily — i.e., until there
was a contingency — and assuming that back-up power was available from Hydro-Québec. Tr.
5/22/02 at 33-35 (Parker/Hinners); tr. 5/23/02 at 62—63 (Litkovitz); exh. Board-2.

22. Because VELCO's system has not been able to supply firm capecity to serve Citizens
load, it has been used as a back-up. Hieber pf. at 10; exh. Board-2.

23. Inthelate 1980's, Hydro-Québec told Mr. Hieber that it was reluctant to provide back-
up during peak periods, and was seeking to enter long-term firm energy supply contracts. Hieber
pf. at 10.

24. Had Citizens decided to purchase firm power from U.S. sourcesin the early 1990s,
without having back-up from Hydro-Québec, the VELCO system would have required
reinforcements. Hieber pf. at 10.

25. Proceeding with a Section 248 application for the transmission upgrades necessary for
Citizens to transfer its load to the VEL CO system, and incorporating necessary transmission
upgrades, could take as long asthree years. Tr. 5/23/02 at 62 (Litkovitz).

Discussion

1. Positions of the Parties

The Department contends that a portion of Citizens Hydro-Québec Contract power costs
should be deemed imprudent both because of Citizens' direct actions and because of the actions
of the Vermont Joint Owners. The Department asserts that the Company imprudently failed to
monitor changes in the power markets during the crucial time period before the lock-in, and
imprudently failed to assess its transmission alternatives. The Department further claims that the
Board should impute to Citizens the imprudence of the Vermont Joint Owners in locking-into
the Hydro-Québec Contract (which imprudence has been established in other Board
proceedings).
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Citizens asserts that during the spring and summer of 1991, it had already committed to a
Board-approved course of action that would provide economic benefits to its ratepayers.
Citizens argues further that its options were limited and that its needs differed from the other
Vermont utilities. Specifically, the Company asserts that domestic alternatives to Hydro-Québec
Contract power were neither physically available, dueto VELCO's inability to provide firm
transmission service for VED's load, nor economic in comparison due to the additional costs that
would have been necessary to accommodate deliveriesfrom domestic sources. Citizens also
disputes that the Vermont Joint Owners acted as its agents, contends that to the extent the
Vermont Joint Owners were its agents, the lock-in decision was beyond the scope of the agency,
and asserts that, accordingly, the imprudence of the Vermont Joint Owners should not be

imputed to Citizens.

2. The Prudence Standard

The standard that this Board has used to determine the prudence of utility decisions and
actionsislong-standing and clear. Prudence isjudged according to whether a utility's actions
were reasonable and prudent in light of circumstances at the time, based on what the utility knew
or should have known. A prudence determination is not based on hindsight or knowledge that
was only available after the decision in question. A prudence determination acknowledges the
managerial rights of the utility, but cannot merely presume the reasonableness of management.
Instead, the utility is held responsible for taking all reasonable steps to acquire relevant
information and to respond appropriately. The utility's obligations include the ongoing
monitoring, review and assessment of its specific power projects, including at a minimum a
continuing analysis of (a) options available should a particular project not meet expectations, (b)
aternative sources, including demand-side dternatives, and (c) impacts on ratepayers and
shareholders of continued investmentsin the project. The utility is further obligated to document
its efforts in these continuing reviews and analyses, so that the utility's prudence can be judged if
challenged.34

34. Docket No. 5132, Order of 5/15/87 at 97.
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In reviewing the prudence of GMP's purchases of Hydro-Québec Contract power, we
explained that:

The obligation for utilities to operate in a prudent manner applies not
solely to investments in specific projects, but to the full range of utility
actions, including the negotiation and management of purchased power
contracts. In the case of purchased power contracts, utilities have
responsibilities paralleling those applicable to investments. Initially, the
Company must consider the vaue of the contract, recognizing thefull
range of risks (price, avalability, and environmental, among others), and
the availability of alternative power sources, including demand-side
management options. After entry into a contract, the utility must
continue to reasonably manageits participation in the contract,
exercising those rights that the contract may provide and pursuing
options to increase its cost-effectiveness.3®

3. The Prudence of Citizens in 199136

To determine whether the August 1991 lock-in was an imprudent action by Citizens, we
begin with a consideration of the ability of the VEL CO system at that time to serve Citizens' load
reliably. The Department now agrees with Citizens' assertion that VELCO could not have
served the full Citizens' load without reinforcements to the VELCO system.3” The clear
evidence in the record likewise compels us to conclude that, in the early 1990's, VEL CO could
not reliably serve Citizens' |oad without improvements to the VEL CO system.

Nonetheless, the Department continues to assert that the Company was imprudent, in that
the Company did not conduct any analysis of the VELCO constraints or of the costs of
alleviating those constraints. We agree with the Department that Citizens appears to have failed
initsobligation to fully analyze its alternatives — in particul ar, alternatives involving

improvements to the VEL CO system — in order to determine the least-cost option for serving

35. Docket No. 5983, Order of 2/27/98 at 218.

36. Aswe noted in the Introduction to this Order (Section I, above), in Docket Nos. 5841/5859 this Board found
Citizens' operation of VED had been imprudent, but our review in those dockets did not address the prudence of
Citizens' Hydro-Québec Contract costs. Correspondingly, neither does our review and determination today of the
prudence of Citizens' Hydro-Québec Contract costs affect our determination in those prior dockets of the Company's
imprudence in other areas.

37. Department Brief at 10.
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the Company's Vermont customers.38 Nonethe ess, this fail ure by itself does not justify a
finding that Citizens' Hydro-Québec Contract power costs have been imprudently incurred; in
fact, in light of the evidence presented and the circumstances faced by Citizens, we conclude that
the 1991 lock-in was prudent for Citizens, depite not being so for other Vermont utilities. We
reach this conclusion for the following reasons.

First, this Board (with the support of the Department) in 1990 approved the Company's
proposed 120 kV transmission upgrade pursuant to 30 V.S.A. § 248. Whilethere was no explicit
finding that the project represented the | east-cost alternative for the Company,3° the Board's
decision nonetheless clearly found the project to provide substantial savings, and that without
the 120 kV upgrade, the existing 46 kV line would need upgrading at an even greater cost and
without the additional benefits (loss savings and cost contributions by other utilities) of the
120 kV project. Given these factors, it clearly was reasonable for Citizens to proceed with the
120 kV upgrade.*0

Having started on the Board-gpproved (and Department-supported) path of constructing
the 120 kV upgrade and purchasing the Hydro-Québec Contract power, Citizens could not
immediately change course. Assuming that power markets were changing as rapidly in 1991 as
the Department contends, the Company's capital-intensive and regul aory-intensive plans could
not readily change track. Especialy in light of the Company's pressing need for firm basel oad
capacity, and its physical inability to quickly turn to domestic sources to meet that need, we

38. See Finding 39, below. Also, in Docket Nos. 5841/5859 we extensively addressed the Company's
longstanding failure to conduct appropriate and necessary |east-cost analyses of its available alternatives for
providing service to its Vermont customers, and we penalized the Company accordingly both for this genera
management failure, and for the specific violation of aBoard order requiring such least-cost analyses. Docket Nos.
5841/5859, Order of 6/16/97 at 170-188, 292—293, 300-306.

39. Current section 248(b)(6), which requires that a project be consistent with the resource selection principles
articulated in the utility's least-cost integrated resource plan, was only added to the statute in 1992.

40. The Department contends that the configuration of the 120 kV line might have been changed, to connect to
VELCO rather than Hydro-Québec, had a proper least-cost analysis been conducted and shown such aVELCO
connection to be part of the overall least-cost alternative. However, the Department has not asserted that the
Company withheld pertinent information in Docket No. 5331, and, as discussed below, we reject the Department's
suggestion that we find the Company imprudent for its analytical failuresin the late 1980's. Consequently, having
received Board approval for its proposed 120 kV upgrade and in light of the clear benefits of the upgrade, we
conclude that it was reasonable for Citizens to proceed with the upgrade, especially in light of its pressing need for
firm baseload power and the delays (for planning, design, and regulatory approval) that would inevitably accompany
a substantial modification to its 120 kV transmission project.
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cannot, on the record before us, conclude that it was imprudent for the Company to commit to
the Hydro-Québec Contract power purchasesin 1991.41

Second, Hydro-Québec had clearly indicated that it was not interested in providing back-
up power to Citizens. Although the Department has suggested that Hydro-Québec would
nonethel ess provide back-up service, thereis no evidence in the record to support this assertion.

In its Reply Brief, the Department relies on the Securities and Exchange Commission
("SEC") Form 10-K for 1993 filed by Consolidated Edison Company of New York ("ConEd") to
challenge the Company's claim that Hydro-Québec made no salesto New Y ork after New Y ork
canceled a contract with Hydro-Québec in 1992.42 We find that the ConEd Form 10-K is of no
particular help in our resolution of the issues in the current proceeding. We have not adopted the
Company's specific proposed finding that the Department challenges (proposed finding number
38in Citizens Brief), because we have concluded that regardless of whether the ConEd Form
10-K is considered, the record is insufficient for us to draw the specific conclusion that Citizens
presentsin its proposed finding.

More significantly, the ConEd Form 10-K states that ConEd has an agreement with the
New Y ork Power Authority ("NY PA") to purchase 780 MW of firm cgpacity and associated
energy from Hydro-Québec, through a contract between NY PA and Hydro-Québec, until
October of 1998. Becausethe sales to ConEd are pursuant to a contract for firm capacity
through 1998, their existence does not refute Citizens' assertion that Hydro-Québec would not

have provided back-up service (or secondary products) in the absence of afirm contract.

41. We recognize that the Company contends that as anon-Vermont-Joint-Owner Participant, it had no say in the
1991 lock-in, and instead was committed to its purchases earlier, when it executed the Participation Agreement. We
do not find this argument to be persuasive, for two reasons. First, even if the Company had no legal ability to affect
the lock-in decision, it remained obligated to take whatever steps were available to it, including attempts to influence
the lock-in decision by reasoned analysis and argument. Second, as we discuss below, the Company could not escape
its responsibility for prudent decisions by contracting away the ability to make the decisions.

42. Inits Reply Brief, the Department asks that we take administrative notice of ConEd's 1993 SEC Form 10-K.
In aletter filed on June 28, 2002, Citizens objects to this request on the grounds that it is untimely. Citizens also
asserts that to include the ConEd Form 10-K in the record would be prejudicial to the Company, due to alack of
meaningful opportunity to respond.

W e grant the Department's request for administrative notice. Although the Company objects to the request
as untimely, it does not contest that the substance of the document is appropriate for administrative notice. We also
conclude that there is no prejudice to the Company because, as we discuss in the body of the text, we are unable to
draw any meaningful conclusions from the information presented in the ConEd Form 10-K.
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Furthermore, the ConEd Form 10-K does not indicate when the contract with Hydro-Québec
started, so it may have predated any cancellation of the New Y ork contract to which Citizensis
referring. Finaly, the Department itself notes that the Form 10-K refers to cancellation of a
"new" (follow-on) agreement in 1994, so it is not clear to what extent if any the document is
relevant to a consideration of Hydro-Québec's willingness to continue sales subsequent to a
contract cancellation.

For these reasons, we can draw no meaningful conclusions from the indicated sales by
Hydro-Québec to ConEd, in the absence of additional information.

Based on the evidence of record, we conclude that Citizens could not reasonably rely on
the availability of back-up service from Hydro-Québec. For Citizens to have proceeded on the
hope that such back-up power would be available, despite Hydro-Québec's indications to the
contrary, would have amounted to gambling with the reliability of serviceto its cusomers. We
cannot fault Citizens for not taking this risk.

Third, as Citizens has accurately noted, in the spring and summer of 1991 it was facing a
pressing need for firm baseload capacity. Its existing contract with Hydro-Québec for firm
basel oad power had already ended, and Hydro-Québec had plainly stated that the best deal it
would provide to the Company woul d be through the Hydro-Québec Contract. The Department's
witness acknowledged that this need for basd oad capacity resulted in the Hydro-Québec
Contract power being of greater value to Citizens than to the other Vermont purchasers.#3

Next, and sgnificantly, the Hydro-Québec Contract power provided substantial benefits,
several of which were unique to Citizens. Even though the market cost of power was falling
such that the economics of the Contract as a whole became questionable and it was imprudent
for CVPS and GMP to lock-in the Contract, the additional benefits to Citizens would need to be
taken into account to determine whether the Contract was no longer beneficia to the Company.
And, the Company's management in fact did take these additional benefits into account during
the period leading up to the lock-in.

Thus, in the spring and summer of 1991, Citizens circumstances differed substantidly
from those of GMP and CVPS. While we have previously determined that the lock-in was

43. Tr. 4/10/02 at 7677 (Chernick).
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imprudent for CVPS and GMP,*4 that same lock-in decision was not imprudent for Citizens
given its unique circumstances.

For this same reason — i.e., because the lock-in was reasonablefor Citizensin light of its
circumstances — we reject the Department's contention that the imprudence of GMP and CVPS
in the lock-in decision must beimputed to Citizens. The Department correctly notes that this
Board's precedents are unequivocal and clear: autility must be, and will be, held accountable for
the decisions made by its agents and designees. In reviewing the prudence of CVPS's
investment in the Seabrook | nuclear power station, the Board stated:

We cannot accept the propasition that public utilities can terminate their
responsibilities to their ratepayers merdy by assigning those
responsibilities to athird party against which no recourseis feasible.#®

We expresdly reaffirm this fundamental proposition. A utility cannot escape responsibility for
its management decisions by delegating or contracting away those decisions. It isthe utility and
itsowners, not its ratepayers, who control those decisions, either by making the decisions
directly or by assigning them to third parties.

Consistent with this bedrock principle, we do impute to Citizens the Vermont Joint
Owners' decision to lock-in the Hydro-Québec Contract; however, we do not treet it as
imprudent because, quite ssmply, the lock-in was not an imprudent decision for Citizens. Asthe
evidence has shown and as we have explained above, during the spring and summer of 1991, a
decision by Citizens to move forward with its Hydro-Québec Contract purchases was reasonable
in light of the circumstances specific to Citizens. The Department's argument that we should
automatically impute the imprudence of Citizens' agents to Citizens fails because, while the
decision may have been an imprudent onefor the agents themselves, it was not so for Citizens,
the principal.

4. Prudence of Citizens in the late 1980's

The Department contends that Citizens acted imprudently in the late 1980's, after Hydro-
Québec had notified the Company of Hydro-Québec's changein policy. Accordingto the

44. In re CVPS, 769 A.2d at 678; Docket No. 5983, Order of 2/27/98 at 231-241.
45. Docket No. 5132, Order of 5/15/87 at 94—-95.
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Department, at that time Citizens should have fully analyzed its alternatives to Hydro-Québec,
including the costs of any transmisson upgrades necessary to take power from domestic sources.

In reply, Citizens contends that (1) the Department's own witness repeatedly stated that
the relevant time period for judging the prudence of Citizens was the spring and summer of
1991, (2) the only evidence to support the Department's claim was presented in the Department's
rebuttal case, and (3) the Board approved Citizens 120 kV upgrade in Docket No. 5331, which
included a determination that the Company's Hydro-Québec Contract entitlements were its
lowest-cost alternative for firm basel oad power.

The Board's Order in Docket No. 5331 expressly found that

Citizens [Hydro-Québec Participation Agreement] entitlements are the
lowest cost firm, baseload power supply resource available to meet
Citizens immediate and future need for such power 46

The Board reached this finding after consideration of the contemporaneous evidence submitted
by all partiesto that proceeding (including the Department). In the absence of any showing that
in Docket No. 5331 Citizens withheld relevant information or misrepresented its
circumstances,*’ there is insufficient basisto revisit our earlier finding. Accordingly, wereject
the Department's recommendation that we now find the Company's Hydro-Québec Contract
purchases to be imprudent on the basis that the Company failed to analyze fully its optionsin the
late 1980's.

5. Prudence of Citizens as Successor to Franklin

Franklin Electric Light Company ("Franklin") was one of the Vermont Joint Owners. In
1993, Franklin merged into Citizens#8 The Department contends that, as a consequence of the

46. Docket No. 5331, Order of 10/12/90 at 16.

47. The Department does contend that the Company's present statements that V ELCO could not have reliably
served the full Citizens load in the late 1980's and early 1990's is inconsistent with the Company's representations in
Docket No. 5331. We have reviewed the Docket No. 5331 Order, and conclude that the findings in that Order are
consistent with the Company's current position. Department witness Chernick cites excerpts from the Company's
proposal for decision in Docket No. 5331 to support the Department's claim that, in that earlier Docket, Citizens had
represented that its load could be served by VELCO. Again, we see no inconsistency between those excerpts and the
Company's current representations that, in the late 1980's and early 1990's, VEL CO could provide back-up service for
Citizens' load, but not reliable firm service.

48. See Docket No. 5637, Order of 7/23/93, in which the Board approved the merger.
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merger, Citizensis now aVermont Joint Owner.4® However, in its briefs the Department fails to
explain what import, if any, this hasin determining whether Citizens' Hydro-Québec Contract
power isimprudent. Furthermore, as we have already discussed, because the lock-in was not
imprudent for Citizens in light of its unique circumstances, whether or not the Company is now a
Vermont Joint Owner would not change those historical facts, and thus would not change our
conclusion that the lock-in was not imprudent for Citizens.>0

D. Economic Usefulness of Citizens' Hydro-Québec Contract Costs
Findings

26. Initsinitia ratefiling of October 31, 2001, the Company included $13,057,000 of
Hydro-Québec Contract costs, reflecting 206,050 MWh of Contract power purchases from
January 1, 2001, through December 31, 2001. Hieber pf. at 34; exh. CCC-RBH-2; Foley pf. at 2.

27. Two sets of adjustments to these figures are necessary to reflect the Company's costs of

Hydro-Québec Contract power during the rateyear. Frst, the energy purchases under the
Hydro-Québec Contract should be modified to reflect a Company-proposed schedule of
delivered energy to match the test-year loads. This adjustment reduces the delivered energy by
426 MWh, while increasing the total cost by $90,570. The second adjustment is required to
account for a changeto a 65 percent capacity factor (from the current 75 percent) for the power
year beginning November, 2002. This second adjustment further reduces the energy deliveries
by 17,906 MWh, and reduces the cost by $480,397. Asaresult of thesetwo sets of adjustments,
the Company's expected cost of Hydro-Québec Contract power in the rate year is $12,667,173,
for purchases of 187,718 MWh of Contract power. Thus, the price of the Company's Hydro-
Québec Contract purchases in the rate year will be approximately 6.75¢ per kWh ($12,667,173 +
187,718 MWh). Foley pf. at 3, 7; Foley reb. pf. at 4.

49. Department Brief at 11.

50. At most, it is conceivable that the lock-in was imprudent for Franklin, but that issue has not been raised, and as
aresult, we have not been presented with the facts necessary to determine the prudence of Franklin and to determine
the damages of any imprudence by Franklin. We would anticipate, however, that even if any of Franklin's Hydro-
Québec Contract costs were imprudently incurred, those imprudent costs would have a minimal effect on Citizens'
rates, given the great difference in the relative sizes of VED's system and the former Franklin system.
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28. During the rate year, the market cost of power to replace Citizens Hydro-Québec
Contract power would be approximately 4.5¢ per kWh. Hieber pf. at 34-35; Chernick pf. at 39;
Steinhurst pf. at 2; exn. CCC-RBH-5.

29. The price of Citizens' purchases under the Hydro-Québec Contract is expected to be
above-market by approximately $27.8 million over theremaining life of the Contract. Biewald
pf. at 11; tr. 5/21/02 at 73-74 (Biewald); exh. DPS-BEB-1.

Benefitsto VED of the Hydro-Québec Contract

30. The Hydro-Québec Contract provides an environmental benefit compared to aternative

supply resources. Hieber reb. pf. at 8-9.

31. The Company presented two estimates of the value of the Hydro-Québec Contract's
environmental benefits, one of 0.25¢ per kWh and one ten times as large, 2.5¢ per kWh.>1 The
smaller figure is based on the approximately $200 million in benefits, including societal cogts,
that the Board associated with the Hydro-Québec Contract in Docket No. 5330. The higher
value is based on the environmental externality adders that the Department included in its 1997
Statewide Energy Efficiency Plan, The Power to Save. Those adders are derived from ones
adopted by the Massachusetts Department of Public Utilities ("DPU"). Hieber reb. pf. at 8-9;
Higginsreb. pf. at 12, 26; Biewdd reb. pf. at 12; exh. CCC-Higgins-7; see Docket No. 5330,
Order of 10/12/90 at 26.

32. The Massachusetts externality adders only addressed air emissions, with the
Massachusetts DPU explicitly noting that the adders did not address non-air externalities.
Because the M assachusetts adders do not include values for the environmental impacts of large
hydroel ectric generation (such as that of Hydro-Québec), it isinappropriate to rely solely on the
M assachusetts adders in an assessment of the environmental benefits of the Hydro-Québec
Contract. Biewald reb. pf. at 12-14; tr. 5/21/02 at 119-121 (Biewdd).

51. The Company's witness supported an environmental externality value of 2.8¢ per kW h for the overall market,
and (using the same methodology) an externality adder of 0.3¢ per kWh for the Hydro-Québec Contract. Higgins
reb. pf. at 26. The asserted environmental benefit of the Hydro-Québec Contract is represented by the difference
between these figures, or 2.5¢ per kWh.
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33. Beyond its environmental benefits, the Hydro-Québec Contract provides additional
benefits that are unique to Citizens. Hieber reb. pf. at 4-11.

34. Thefirst of these unique benefits to Citizens — the avoidance of the cost of higher
transmission line losses that Citizens would have incurred had it received its power from
domestic sources — is estimated to be 0.15¢ per kwWh. Hieber reb. pf. at 8.

35. The second unique benefit to Citizens from the Hydro-Québec Contract isthe
availability of low-price secondary products from Hydro-Québec, including assured secondary
energy, special contract energy for large interruptible customers, and tertiary/dump energy. Asa
result of participating in the purchase of power under the Hydro-Québec Contract, Citizens has
been able to purchase additional secondary products that have the effect of lowering the average
cost of the Hydro-Québec Contract. It isunlikely that Hydro-Québec would have offered these
beneficial secondary products to Citizensif Citizens were not also buying firm energy from
Hydro-Québec. For 2001, this benefit was worth approximately 0.45¢ per kWh. Hieber reb. pf.
at 4, 6, 10; tr. 5/21/02 at 140-143 (Hieber).

36. Thethird benefit unique to Citizensis the Company's receipt of wheeling revenues
pursuant to the Block Loading Transmission Facilities Agreement. Citizens was able to enter
into this Agreement as a result of the Hydro-Québec Contract. This Agreement has provided
additional wheeling revenues to Citizens, and helped mitigate the rate impacts of the 120 kV
upgrade to its transmission line that the Board approved in Docket No. 5331. Initialy, the
additional revenues amounted to approximately $1 million per year. They are now
approximately $700,000 per year due to alower wheeling rate. This equates to additional
revenue of approximately 0.4¢ per kWh. Docket No. 5331, Order of 10/12/90 at findings 28, 29;
Hieber reb. pf. at 4, 6, 10.

37. The fourth benefit unique to Citizens associated with its purchases of Hydro-Québec
Contract power is avoided VEL CO transmission charges that would result from losing the
internd generation credit given to Hydro-Québec block loaded deliveries. This benefit is
estimated to be 0.2¢ per kWh. Hieber reb. pf. at 5, 8, 11.

38. By reying on its connection with Hydro-Québec, Citizens avoided the cost of
upgrading its transmission facilities and sub-facilities to provide a connection to VELCO at
Irasburg. Citizens further avoided VELCO charges that would have resulted from VELCO
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having to make additional investments to serve Citizens' load on along-term firm basis. Hieber
reb. pf. at 5, 6-7, 10-11.

39. During the late 1980's to early 1990's, Citizens never performed any analyses of the
costs of removing the transmission constraints that prevented the Company from receiving
reliable firm transmission service from VELCO for all of Citizens load. VELCO aso did not
perform such an analysis, and is unable to estimate the costs of the system improvements that
would have been necessary for VEL CO to have provided firm service for al of Citizens load.
Chernick pf. at 21; Litkovitz reb. pf at 5; tr. 4/8/02 at 8889, 103 (Hieber); tr. 5/23/02 at 62, 63
(Litkovitz); exh. Board-2.

40. If VELCO was serving al of Citizens' load, as a matter of maintenance and reliability, a
number of circuit breakers would berequired at a cost of approximately $200,000 per unit.
VELCO isaready planning on installing nine circuit breakers as part of its Northern Loop
project; it is not clear whether a different number would be required for a system configuration
designed to serve Citizens load. VELCO would also need to install some reactive compensation
measures, but their costs cannot be estimated because they have not been studied. Tr. 5/22/02 at
33, 4243 (Parker/Hinners).

41. If VELCO wereto serve Citizens load today, it would have to advance certain
transmission upgrades to reinforce serviceto the Burlington area, estimated to be in the order of
$100 to $150 million, by approximately 18 months. Tr. 5/22/02 at 37-38 (Parker/Hinners);
Hieber reb. pf. at 7.

42. Thisadvanced investment by VEL CO would not have any material impact on VED's
costs, for the following reasons. The estimated VELCO costs include routine replacements and
projects that would not affect VED. Also, much of the VELCO work would be treated as pooled
transmission facilities by the New England Power Pool, such that only five percent of the
carrying costs would be assigned to Vermont, with VED in turn bearing only a small portion of

that five-percent assignment. Litkovitz reb. pf. at 9.

Discussion
We are presented with three fundamental disagreements between the parties with respect

to the Department's proposed disallowance of aportion of the Company's Hydro-Québec
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Contract costs as not economically useful: (1) whether collateral estoppel predudes
consideration of the Department's economic usefulness test; (2) whether as a matter of sound
regulatory policy the Board should employ an economic usefulness test; and (3) whether
Citizens Hydro-Québec Contract purchases are in fact economically useful due to certain non-
price benefits.

We have dready resolved the first of these disputes, in our disposition of the Company's
Motion to Strike. (See Section IV.B, above.) Now we address the remaining two disputesin

turn.

1. Economic Usefulness as a Regulatory Policy

Long-standing regulatory policy in Vermont, and throughout the United States, has held
that a utility may fully recover in rates the costs of aresource only if it is both used — i.e.,
necessary for the utility's provision of service to its ratepayers — and useful — i.e., economic
for the purposesthat it is serving. A resource is not used and useful when it is not expected to
yield net present value benefits, after consideration of non-price benefits, over its lifetime.>2
(Werefer to this concept as "economic usefulness’ in today's Order.) This Board appliesthe
economic usefulness test to purchased power contracts, and not just to investments in generation
plants.>3

Citizens contends that application of an economic usefulnesstest is poor regulatory
policy, in that it resultsin cost disallowances at any time based on unreliable forecasts. The
Company argues that the test is inequitable by disallowing costs of decisions that turn out to be
uneconomic, while not allowing increased profits for economically beneficial decisions. The
Company further criticizes the economic usefulness test as incompatible with a utility's |east-cost
planning obligations, with the utility forced to obligate itself to long-term commitments that may
result in future cost disallowances due to the unreliability of forecasts.

The Department asserts that the economic usefulness test does indeed provide for

equitable treatment, both in that regulated utilities enjoy a number of advantages compared to

52. Docket No. 6545, Order of 6/13/02 at 91; Docket No. 5983, Order of 2/27/98 at 242—245. See also Docket
No. 5132, Order of 5/15/87 at 129-132, 163.
53. Docket No. 6545, Order of 6/13/02 at 92; Docket No. 5983, Order of 2/27/98 at 243—-245.
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firms in competitive markets, and in that unlike competitive enterprises, a utility's uneconomic
costs are shared by ratepayers. The Department contends that the economic usefulnesstest isin
fact compatible with least-cost planning, because only sgnificant resources have been subject to
an economic usefulness review, because the Board has recognized that prudent resource
portfolios can include above-market resources, and because failure to apply the test to power
contracts would be antithetical to least-cost planning by skewing utility decision-making away
from direct investments.

We have considered Citizens arguments against application of the economic usefulness
doctrine to purchased power contracts, and find that they do not present any basis for departing
from our prior practice. Ingtead, we conclude that the economic usefulness test, induding its
application to power contracts, represents equitable and sound regulatory policy. The test
furthers the purpose of regulation as a substitute for competitive markets, by assigning some (but
not al) of the risk of uneconomic decisions to companies. The test produces equitable results;
although regulation may limit the upside for investors should a utility's decision prove to be
especially beneficial, the economic usefulness test symmetrically limits their downside risk by
sharing the financial consequences of uneconomic decisions.

A similar limitation on aregulated utility's exposure to market risk was noted by Judge
Starr in Jersey Central Power & Light Company v. FERC, 810 F.2d 1168 (D.C. Cir. 1987). In
his concurring opinion, Judge Starr discussed at length the rationales and constitutionality of the
prudence and used-and-useful tests. In his discussion, he observed that, like airlines, utilities are
not exempt from market forces that may render a particular investment unsuccessful:

The comparison is, of course, imperfect since the arline will enjoy the
full fruits of financial successif its acquisition program succeeds. A
utility's rate of return, in contrast, is limited by regulation. On the other
hand, the airline is not provided with the protection of a regulatory
body's interest in preserving the financial soundness of the enterprise.

810 F.2d at 1191 n.2 (Starr, J., concurring) (emphasis added). ThisBoard has, indeed, recently
allowed aregulaed utility to recover above-market and imprudently incurred costs, in order to

preserve the company'sfinancid integrity.>*

54. Docket No. 5983, Order of 1/23/01.
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And, as we concluded in Docket No. 5983:

failure to apply the used-and-useful principle to both investments and
power purchases would create perverse incentives to fill resource needs
with purchased power contracts ssmply because rate-making practices
made doing so less risky, notwithstanding the merits of the particul ar
power sources and the obligation to meet demand &t the least societal
cost.>®

Citizens also contends that the economic useful ness test should not apply to costs that the
Board determines to have been prudently incurred. Citing the Department's statement that the
only utility resources that have been subjected to an economic usefulness review are those that
have also been deemed imprudent,>6 Citizens asserts that, "according to the Department, should
the Board determine that Citizens Hydro-Québec costs were not imprudently incurred, . . . there
is no basis on which to apply Mr. Biewald's economic used and useful test.">’

We reject the suggestion that an economic usefulness review is somehow dependent on a
finding of imprudence. The Department is incorrect in stating that this Board has only applied
the economic usefulness test to aresource that had dso been found imprudent. In Docket No.
5132, we reviewed our precedent on the ratemaking treatment of uneconomic investments by
utilities, and concluded:

We have reviewed our treatment of five major uneconomic investments,
involving both nuclear and non-nuclear projects. In four of those five
cases we concluded that the burden should be shared between investors
and ratepayers; in some cases we did that after explicitly noting that no
imprudence had been shown. In the fifth case we rejected an argument
of imprudence, but expressly noted that an argument of sharing had not
been raised and could not be ruled upon at that time.>8

In that same proceeding, the Board determined that Central Vermont Public Service

Corporation's prudent but uneconomic investment in Unit | of the Seabrook Nuclear Power

55. Docket No. 5983, Order of 2/27/98 at 243 (footnote omitted).

56. Department Brief at 46

57. Citizens Reply Brief at 15.

58. Docket No. 5132, Order of 5/15/87 at 144. For example, in one of those prior dockets the Board considered a
request by CVPS for recovery of its costs for the M ontague Nuclear Power Plant. In its decision, the Board expressly
stated, "We assume, for purposes of this case, that the costs were prudently incurred.” The Board then required
shareholders and ratepayers to share the costs of the uneconomic investment. Docket Nos. 4496/4504, Order of
12/4/81 at 11-14.
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Station must be shared between shareholders and ratepayers.>® Consistent with our precedent,
we have explicitly noted that prudence and economic usefulness are independent requirements
for full cost recovery.69 Furthermore, the basisin sound regulatory policy for the economic
usefulness requirement (discussed above) in no way depends on the imprudence of the utility in
acquiring or managing the resource in question.

The courts have similarly recognized that prudence and used-and-usefulness are two
distinct tests, separately applied to determine the recoverability of a utility's costs. In his
concurring opinion in Jersey Central, Judge Starr observed:

Requiring an investment to be prudent when made is one safeguard
imposed by regulaory authorities upon the regulated business for benefit
of ratepayers. Asl seeit, the "used and useful” rule is but another such
safeguard. The prudence rule looks to the time of investment, whereas
the "used and useful” rule looks toward a later time. Thetwo principles
are designed to assure that the ratepayers, whose property might
otherwise of course be "taken" by regulatory authorities, will not
necessarily be saddled with the results of management's defal cations or
mistakes, or as a matter of simple justice, be required to pay for that
which provides the ratepayers with no discernible benefit.

The two principles thus provide assurances that ill-guided
management or management that simply proves in hindsight to have
been wrong will not automatically be bailed out from conditions which
government did not force upon it.

810 F.2d at 1190 (Starr, J., concurring) (emphasis added, footnote omitted).
Having concluded that the economic usefulness test represents an appropriate regul atory
policy which applies regardless of the prudence of the underlying resource-acquisition and

resource-management decisions, we now turn to its application to the specific facts of this case.

59. Docket No. 5132, Order of 5/15/87 at 134, 165-166.
60. Docket Nos. 5630/5631/5632, Order of 12/30/93 at 50-52; Docket No. 5854, Order of 12/30/96 at 67—70.
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2. Economic Usefulness of Citizens' Hvdro-Québec Contract Power

In order to evaluate the economic usefulness of Citizens Hydro-Québec Contract power,
it is necessary to compare its cost with the cost of alternatives available to Citizenstoday. The
best proxy for these alternatives is the New England wholesa e power market.61

The price of Citizens Hydro-Québec Contract purchases exceeds market pricesin the
rate year.62 A simple comparison of the contract price of Citizens' Hydro-Québec Contract
power to market prices would thus indicate the Hydro-Québec Contract power to be
uneconomic, and thusto fail the economic usefulnesstest. However, the Company contends that
the analysis of the economic usefulness of its Hydro-Québec Contract purchases should not end
there. Instead, Citizens proposes a number of adjustments that, if fully accepted, would bridge
the gap between its Hydro-Québec Contract costs and the market price of power. We will
separately consider each of the Company's proposed adjustments.53

i. Environmental Benefits
In our consideration of the Company's Motion to Strike in Section 1V.B, above, we noted
that this Board has previoudly, and repeatedly, found that the Hydro-Québec Contract has

61. Analyzing the economic usefulness of the Contract in the upcoming rate year isdifferent from analysis of
prudence based on Citizens' optionsin 1991. In 1991, Citizens would not have been readily able to replace the power
purchased under the Hydro-Québec Contract with power from the United States because of transmission constraints
(specifically, that VELCO could not reliably serve Citizens |oad without improvements to the VEL CO system)
which still exist today. However, since 1991 there have been significant changesin the structure of New England's
wholesale market, including (1) the Federa Energy Regulatory Commission's ("FERC") requirement that utilities that
own or control interstate transmission lines have "open access" transmission tariffs that enable entities other than the
owner to use those transmission lines on terms and conditions similar to those the owner provides itself, and (2) new
market rules regarding the operation of the wholesale market in New England. See, e.g. FERC Order No. 888, 75
FERC 1 61,080 (1996), and In Re New England Power Pool, 87 FERC 1 61,045 (1999). These changes mean that
Citizens today could purchase power from the New England wholesale market pool (asan alternative to a bilateral
contract like the one with Hydro-Québec). As aresult, the price of power in the New England wholesale market is
the appropriate starting point for an evaluation of the economic usefulness of Citizens' Hydro-Québec Contract
power. Citizens itself has used forward market data for the New England pool market price, and has not
demonstrated any quantifiable basis for offsetting additional transport costs against such market rates. See, Section
IV.D.2.vi, below.

62. Findings 27 and 28, above.

63. Inits testimony, the Company included among its proposed adjustments an adjustment for inefficient
operation of high-cost generation to provide area protection. Hieber reb. pf. at 5, 8, 11. The Department opposed this
adjustment. Chernick reb. pf. at 18. Citizens has not briefed this particular proposed adjustment, so we do not
consider it.
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environmental benefits when compared to available supply-side alternatives. We aso noted that
the Department, in its response to the Motion to Strike, did not challenge the preclusive effect of
our earlier determinations, but instead argued (correctly) that the quantification of the
environmental benefits has yet to be settled.

In its testimony and briefing on thisissue, the Department has nonethel ess not offered
any proposed estimation of the value of the Contract's environmental benefits, choosing instead
to attack the Company's proposed valuations as "unsubstantiated and conceptually flawed."%4
Difficult though it may be to assign a dollar value to environmental benefits such as avoided air
emissions, it would be an even greater conceptual flaw to ignore those benefits (whose existence,
again, has previously been determined). The only estimates of those benefits in the record of
this proceeding are those proffered by the Company, with values of 0.25¢ per kwh and 2.5¢ per
kWh. In order to account for the environmental benefits in our analysis of the Contract's
economic usefulness, and in light of the Company's inappropriate sole reliance on the
Massachusetts DPU adders in deriving the larger value, we will use the Company's low value as
aproxy for the avoided environmental externalities. However, we expressly state that we are not
here making any determination that this rough value that we use in our analysis represents the
correct, or best, valuation of the Contract's environmental benefits. Instead, our intent ismerely
to recogni ze those benefits by assigning them a value greater than zero, and the only such values

in the record are those presented by Citizens.

ii. Line Loss Savings
The Department agrees that the Company's proposed adjustment for transmission line
loss savings is appropriate.55 We find this adjustment to be reasonable, and thus accept the
Company's 0.15¢ per kWh adjustment for line loss savings.

iii. Additional Wheeling Revenues
The Department disagrees with the Company’s claim that additional wheeling revenues
represent a benefit of Citizens' Hydro-Québec Contract purchases, asserting that they are "smply

64. Department Brief at 14.
65. Chernick reb. pf. at 18.
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transfers from other Vermont utilities."66 Regardless of the source of the wheeling revenues,
they are of benefit to Citizens and its ratepayers. While we would be reluctant to characterize as
abenefit any coststhat one utility imposed on another unwilling (or unwitting) utility,87 that is
not the case here. The other Vermont utilities paying these wheeling charges to Citizens are
doing so knowingly and willingly. Moreover, in approving the Company's 120 kV transmission
upgrade in Docket No. 5331, the Board expressly acknowledged that the other Vermont utilities
would be making these payments to Citizens.58

Consequently, it is appropriate to recognize these wheeling revenues that Citizensisin
fact receiving. Although the Department disputes the Company's proposed quantification of this
benefit and the other claimed benefits on the basis that the Company did not perform a detailed
analysis of the precise values, the Department has not offered any alternaive estimates. Despite
the lack of arigorous analysis, the Company's expert witness, Mr. Hieber, testified that he was
"comfortable" with the estimates he presented.?® We accept the testimony of Mr. Hieber as
sufficiently reliable for our present purpose. We therefore accept the only value in the record,
which is 0.4¢ per KWh.

iv. Loss of VELCO Internal Generation Credit

The Department contends that no benefit should be attributed to Citizens avoidance of
losses associated with VEL CO internal generation credits, on the basis that the savings "are
simply transfers from other Vermont utilities, since the only change isin the allocation of
VELCO's embedded costs." /0 We disagree. Just as with the wheeling revenues, these avoided
chargesrepresent red savings to the Company and its ratepayers tha should berecognized. We
thus accept the Company's proposed adjustment as appropriate, and we adopt its proposed
quantification (which, again, is the only value in the record) of 0.2¢ per kWh.

66. Chernick reb. pf. at 17.

67. The same istrue for costs, such as environmental externalities, that a utility may impose on non-utility entities
or the population at large.

68. Docket No. 5331, Order of 10/12/90 at finding 29.

69. Hieber reb. pf. at 5.

70. Chernick reb. pf. at 18.
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v. Secondary Products from Hydro-Québec

The Department claims that the Company has not demonstrated that its secondary
purchases from Hydro-Québec are linked to the Hydro-Québec Contract, and that instead such
purchases could have been made had the Vermont utilities canceed the Contract. To support its
position, the Department points to findings from Docket No. 5331 which it contends "show that
if economy energy was available from Hydro-Québec, Citizens could switch ablock of load to
the Hydro-Québec system to take advantage of it."71

We have reviewed the findings from Docket No. 5331 that the Department cites. Those
findings are consistent with the Department'’s contention that Citizens could physically switch
load to the Hydro-Québec system if Hydro-Québec made economy energy available. However,
those findings from Docket No. 5331 are insufficient to support the ultimate concdusion that the
Department would have us draw — i.e., that Citizens would be able to purchase secondary
products from Hydro-Québec in the absence of the Hydro-Québec Contract. The evidence
before usindicates that it is unlikely that Hydro-Québec would have offered the secondary
productsto Citizens without the Hydro-Québec Contract. Mr. Hieber testified as follows:

MR. JANSON: | think I'm understanding you to say it's the block
loading nature of your interconnection with Hydro-Québec rather than
any specific feature of the Hydro-Québec Vermont Joint Owner contract
which has made these other energy products available through Citizens;
isthat correct?

MR. HIEBER: No. | think | would take some exception to that. My
negotiations with Hydro-Québec clearly made this point to me loud and
clear. We are not interested in providing all these other ancillary backup
services and giving you afree ride once in awhile because you are anice
guy. We are interested in selling firm energy priced contracts because
they are higher priced contracts. They brought the maximum value that
you could get. These other contracts were just contracts that were made
available asa function of buying the firm energy.”2

Thereisno evidencein the record that refutes thistestimony.
Accordingly, we accept the Company's proposed adjustment to reflect secondary
purchases. We also accept the Company's estimated value of this adjustment of 0.45¢ per kWh.

71. Department Reply Brief at 7.
72. Tr.5/21/02 at 141-142 (Hieber).
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vi. Avoided Transmission Costs

The Company contends that in order to take firm service from domestic sources,
significant upgrades would have been necessary both to its and to VEL CO's transmission
facilities, resulting in increased costs to the Company (both direct costsin upgrading the
Company's own facilities, and in the form of increased charges from VEL CO to reflect the
VELCO upgrades). The Department asserts that any such increased costs are unknown and
uncertain due to the Company's failure to perform the necessary anayses at the time it was
deciding whether to commit to the purchase of Hydro-Québec Contract power and to construct
the 120 kV upgrade. Consequently, the Department argues that these aleged costs should be
disregarded.

The record does not reveal with sufficient darity what upgrades to the Citizens and
VEL CO systems would have been, or would now be, required for the Company to obtain reliable
firm service from VELCO. It appears that some upgrades would be necessary, but we cannot on
the record before us determine the cost of those upgrades, nor the cost 7o Citizens of those
upgrades. Accordingly, we are aso unableto determine how those costs compareto the costs
incurred by the Company to accommodateits deliveries of Hydro-Québec Contract power.”3
While some of the witnesses have speculated that the costs of transmission upgrades necessary
to rely on domestic sources might, or might not, be greater than the costs of the upgrades
actually undertaken, their testimony isjust that: speculation.

The fundamental reason that we do not know the comparative costsis Citizens failureto
anayzethese costs. The Company never paeformed an analysis of the costs of removing the
transmission constraints that it contends precluded it from relying on domestic sources for firm
baseload power. (Nor has VELCO performed such an analysis.)

73. The Company asserts, rightfully, that in determining the economic usefulness of its Hydro-Québec Contract
power, we must consider the costs of transmitting the alternative market power to VED. Citizens Brief at 52.
However, for the same reasons that it is appropriate to include in the analysis all benefits to the Company from the
Hydro-Québec Contract (such as its avoided line losses), it is equally appropriate—indeed, necessary—to include all
costs associated with that Contract. Those costs include the Company's costs in upgrading its system to receive its
deliveries under the Hydro-Québec Contract.
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In Docket Nos. 5841/5859, we concluded that Citizens had failed in its obligation to
perform |east-cost analyses for avariety of transmission and distribution projects.”4 The
evidence in the current proceeding demonstratesthat again, this time with respect to
transmisson alternatives for the ddivery of firm baseload power, Citizens failed to properly
analyze itsoptions. It isthus the Company's own fault that the necessary information is not
available to quantify the comparative transmission costs for power delivered under the Hydro-
Québec Contract and power delivered from domestic sources. Because the Company has not
sufficiently supported its proposed transmission-cost adjustment to the cost of Hydro-Québec
Contract power, we reject that adjustment.

vii. Scheduling Benefit

The Company asserts that an additional adjustment is needed in the comparison of
Hydro-Québec Contract costs to market costs, to reflect scheduling benefits of the Hydro-
Québec Contract power. However, both the Company and the Department have aready
calculated the value of these scheduling benefits and incorporated it into their market price
estimates.”®> Because those benefits are dready included in the comparison of Hydro-Québec
Contract costs to market prices, we reject the Company's proposed additional adjustment for the
same scheduling benefits.

Comparison of Value of Hydro-Québec Contract Power to Market Power

To analyze the economic usefulness of Citizens' purchases of Hydro-Québec Contract
power, we start with the estimated prices for that power in the rate year (6.75¢ per kWh)
compared to the estimated prices for market purchases (4.5¢ per kwh), which resultsin a higher
price for Hydro-Québec Contract power of 2.25¢ per kWh. To account for the additional
benefits to Citizens of the Hydro-Québec Contract purchases, we subtract from this price
differential the estimated val ues of the following such benefits:

74. Docket Nos. 5841/5859, Order of 6/16/97 at 186.
75. Chernick pf. at 44; Chernick reb. pf. at 18-19; tr. 4/11/02 at 52-54 (Biewald); exh. CCC-RBH-5.
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Environmental benefits 0.25¢ per kWh
Lineloss savings 0.15¢ per kWh
Additional wheeling revenues 0.4¢ per kWh
VELCO internd generation credit 0.2¢ per kWh

Secondary products from Hydro-Québec ~ 0.45¢ per kWh

TOTAL 1.45¢ per kWh

These adjustments thus reduce the price differential between Hydro-Québec Contract power and
market power by 1.45¢ per kWh, to 0.8¢ per kWh. Multiplying this price differential by the
Company's expected purchases of Hydro-Québec Contract power in the rate year

(187,718 MWh)76 indicates that power to be above-market, after taking into account non-price
benefits, by $1.5 million in the rate year.

The economic usefulness doctrine, as we havetraditionally articulated it, focuses on the
economic value of the resource over its lifetime, and not only on its economic value during the
period that the rates will bein effect. In this proceeding, we have been presented with two
widely divergent analyses of the economic value of the Hydro-Québec Contract over its
remaining life. The Depart